Views expressed do not necessarily reflect official positions of the Federal Reserve System.
How Effective Is Monetary Policy?
The sluggish recoveries from the past two recessions suggest that monetary policy might have limited impact on economic activity. The figure below shows that the Fed reduced its policy instrument-the effective federal funds rate-by 525 basis points during each recession. During the most recent recession, the Fed was preemptive, reducing the effective funds rate in advance of the business cycle peak. Moreover, the Fed was aggressive, reducing the effective funds rate 475 basis points in the span of a year. Uncertainty about the strength of the expansion caused the Fed to reduce the rate an additional 50 basis points in November 2002-bringing the federal funds rate to it lowest level since the mid to late 1950s.
In both recession episodes the economy's response to the Fed's aggressive policy actions appears to have been anemic. Economic activity coming out of the 1990-91 recession was weak relative to previous post-WWII recessions. The same is true of economic activity after the recent recession-which, indeed, may be somewhat weaker.
Why is it that monetary policy appears to have produced such modest results? One possibility is that the Fed's actions have had only a limited effect on longterm interest rates. According to the standard view of the monetary transmission process, monetary policy affects real economic activity by changing interest rates; but it is long-term rates that are important for spending decisions (especially investment) and not short-term rates, which are more directly affected by policy actions.
While there are several reasons why the Fed's ability to influence spending through the interest rate channel may be limited, recent experience suggests that the Fed's inability to directly affect long-term rates may be important. The figure shows that despite the Fed's aggressive policy actions during the two recent recessions, longterm rates, illustrated by Moody's Aaa bond yield, declined only modestly. Bond yields declined much less than the funds rate during both recessions and during the specific months over which the effective funds rate was cut. The decline in bond yields was smaller during the recent recession, suggesting that the more aggressive policy actions this time around had a smaller impact on long-term yields. 1 Why long-term rates responded only modestly to these policy actions is unclear. The conventional wisdom is that monetary policy affects long-term rates by changing the market's expectation for future short-term rates. Hence, it could be that market participants expected the reduction in the funds rate to be relatively short-lived. However, the effective funds rate remained more than 200 basis points below its pre-recession peak for nearly a decade after the 1991 trough. Of course, long-term rates may be determined by factors other than simply the market's expectation for short-term rates. Whatever the explanation, recent policy actions appear to have had only a limited impact on long-term yields, which affect spending decisions and thus economic activity. Percent change at an annual rate 85  86  87  88  89  90  91  92  93  94  95  96  97  98  99  00  01  02   85  86  87  88  89  90  91  92  93  94  95  96  97  98  99  00  01  02   85  86  87  88  89  90  91  92  93  94  95  96  97  98  99  00  01 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 Percent change from year ago
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Bank Credit
M2: M1 plus savings deposits (including money market deposit accounts) and small-denomination (less than $100,000) time deposits issued by financial institutions; and shares in retail money market mutual funds (funds with initial investments of less than $50,000), net of retirement accounts.
M3:
M2 plus large-denomination ($100,000 or more) time deposits; repurchase agreements issued by depository institutions; Eurodollar deposits, specifically, dollar-denominated deposits due to nonbank U.S. addresses held at foreign offices of U.S. banks worldwide and all banking offices in Canada and the United Kingdom; and institutional money market mutual funds (funds with initial investments of $50,000 or more).
Bank Credit: All loans, leases, and securities held by commercial banks.
Domestic Nonfinancial Debt:
Total credit market liabilities of the U.S. Treasury, federally sponsored agencies, state and local governments, households, and nonfinancial firms. End-of-period basis.
Adjusted Monetary Base:
The sum of currency in circulation outside Federal Reserve Banks and the U.S. Treasury, deposits of depository financial institutions at Federal Reserve Banks, and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories. This series is a spliced chain index; see Anderson and Rasche (1996a,b) .
Adjusted Reserves:
The sum of vault cash and Federal Reserve Bank deposits held by depository institutions and an adjustment for the effects of changes in statutory reserve requirements on the quantity of base money held by depositories. This series, a spliced chain index, is numerically larger than the Board of Governors' measure, which excludes vault cash not used to satisfy statutory reserve requirements and Federal Reserve Bank deposits used to satisfy required clearing balance contracts; see Anderson and Rasche (1996a) and research.stlouisfed.org/aggreg/newbase.html.
Monetary Services Index:
An index that measures the flow of monetary services received by households and firms from their holdings of liquid assets; see Anderson, Jones, and Nesmith (1997 
to five alternative target inflation rates, π * = 0, 1, 2, 3, 4 percent, where f t * is the implied federal funds rate, π t -1 is the previous period's inflation rate (PCE) measured on a year-over-year basis, y t -1 is the log of the previous period's level of real gross domestic product (GDP), and y t -1 P is the log of an estimate of the previous period's level of potential output. Potential Real GDP is as estimated by the Congressional Budget Office.
Monetary Base Growth and Inflation Targets shows the quarterly growth of the adjusted monetary base (modified to include an estimate of the effect of sweep programs) implied by applying McCallum's (1988 McCallum's ( , 1993 equation ∆MB t * = π * + (10-year moving average growth of real GDP)
-(4-year moving average of base velocity growth)
to five alternative target inflation rates, π * = 0, 1, 2, 3, 4 percent, where ∆MB t * is the implied growth rate of the adjusted monetary base. The 10-year moving average growth of real GDP for a quarter "t" is calculated as the average quarterly growth during the previous 40 quarters, at an annual rate, by the formula ((y t -y t -40 )/40) × 4 × 100, where y t is the log of real GDP. The fouryear moving average of base velocity growth is calculated similarly. To adjust the monetary base for the effect of retail-deposit sweep programs, we add to the monetary base an amount equal to 10 percent of the total amount swept, as estimated by the Federal Reserve Board staff. These estimates are imprecise, at best. Sweep program data are available at research.stlouisfed.org/aggreg/swdata.html.
Page 11: Implied One-Year Forward Rates are calculated by this Bank from Treasury constant maturity yields. Yields to maturity, R(m), for securities with m = 1,... , 10 years to maturity are obtained by linear interpolation between reported yields. These yields are smoothed by fitting the regression suggested by Nelson and Siegel (1987) , R(m) = a 0 + (a 1 + a 2 )(1 -e -m/50 )/(m/50) -a 2 × e -m/50 , and forward rates are calculated from these smoothed yields using equation (a) in table 13.1 of Shiller (1990) ,
where duration is approximated as D(m) = (1 -e -R(m) × m )/R(m). These rates are linear approximations to the true instantaneous forward rates; see Shiller (1990) . For a discussion of the use of forward rates as indicators of inflation expectations, see Sharpe (1997) . 
